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Chairman Baker, Ranking Member Kanjorski, and Members of the 

Subcommittee, I am Matt Andresen, Co-Head of Citadel Derivatives Group,  an affiliate 

of Citadel Investment Group, L.L.C. (“Citadel”).  On behalf of Citadel, I welcome this 

opportunity to present our views on the proposed National Market System (NMS) 

regulations issued by the Securities and Exchange Commission (the “SEC”).   

Citadel manages approximately $11 billion in investment capital from its 

headquarters in Chicago and offices in New York, San Francisco, London and Tokyo.  

On average, Citadel accounts for between one and two percent of the daily dollar volume 

traded on both the New York Stock Exchange (NYSE) and Nasdaq, and more than 10 

percent of the daily U.S. listed equity options contract volume.   With nearly 1,000 

employees, and as an active and substantial investor in the U.S. and throughout the world, 

Citadel has a vital interest in the development of fair, efficient, transparent and liquid 

capital markets.  Because the trade-through rule implicates fundamental questions 

regarding the transparency and efficiency of the markets, the issues to be addressed at 

this hearing are of great importance to all investors.  American investors, whether retail 

or institutional, have a vested interest in ensuring that U.S. markets remain the strongest 

and most efficient markets in the world.  
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In this statement, I will discuss Citadel’s position with regard to the proposed 

Regulation NMS, and basic principles with respect to the so-called “trade-through” rule 

and then turn to the specific issues raised by the Subcommittee, including: (1) the 

proposed extension of the trade-through rule to all NMS stocks, (2) the top-of-book and 

depth-of-book alternatives, (3) the consequences if any of these proposals are adopted, 

and (4) the SEC’s empirical justifications for the proposal.   

Citadel believes that the existing trade-through rule is unnecessary and should be 

eliminated.   Market forces and robust competition are sufficient to discipline inefficient 

market centers and ensure high quality executions.  One need look no further than the 

Nasdaq marketplace for evidence of the benefits of competition among execution venues.  

Nasdaq lacks a trade-through rule and yet Nasdaq stocks exhibit greater liquidity than 

NYSE stocks, and orders in Nasdaq stocks are executed more quickly and efficiently and 

at better prices than their counterparts listed on the NYSE and AMEX.   

The trade-through rule proposed by the SEC, however, if adopted, would be a 

substantial improvement over the current regulatory framework.  The key components of 

the SEC’s proposed trade-through rule are: 

• The ability to bypass manual markets  

• The inclusion of an intermarket sweep exception to execute large institutional 

orders cleanly and efficiently 

• The clear definition of what constitutes an “automated market” 

 

Citadel has asked the Commission to act quickly to either eliminate the existing 

trade-through rule or adopt the proposed rule.1 In addition, given that the U.S. options 

markets are plagued with the same market structure problems as the NYSE- and AMEX-

listed equities markets, Citadel has requested that the SEC extend its proposed trade-

through changes to the options markets.2

                                                 
1 Citadel has already submitted two written comments with the SEC in response to Regulation NMS: (1) 
Letter to Jonathan G. Katz, Secretary, Securities Exchange Commission, Re: Regulation NMS-File No. S7-
10-04 (July 9, 2004); (2) Letter to Jonathan G. Katz, Secretary, Securities Exchange Commission, Re: 
Regulation NMS – File No. S7-10-04 (January 10, 2005). 
2 This proposal was included in a petition for rulemaking submitted by Citadel to the SEC to address 
shortcoming in the options markets: Letter to Jonathan G. Katz, Secretary, Securities and Exchange 
Commission, Re: Petition for Rulemaking to Amend the Options Intermarket Linkage Plan (January 22, 
2005).  See Exhibit 1. 
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REGULATION NMS & THE TRADE-THROUGH RULE 

 

When the current regulatory regime was instituted back in the late 1970’s, split-

second electronic trading was not yet contemplated.  The advent of electronic exchanges 

and networks has added new criteria of value to the execution process.  When everything 

happened on a floor, the only metric that mattered was the advertised price for a security.  

On electronic markets, however, additional metrics are considered, such as transparency, 

speed, and – most important – certainty of execution.   

The debate over the “trade-through” rule has erroneously been described as a 

trade-off between speed and price.  This is not the case.  In fact, the debate should instead 

be described as a choice between true price and advertised price.   

The markets have changed dramatically in the past 20 years, and much of this 

change has been driven by technology.  As a result, the SEC currently is in the process of 

reviewing and proposing changes to the National Market System (NMS).  As indicated in 

the SEC’s February 2004 Press Release, one of the key questions is whether to continue 

with the trade-through rule framework and, if so, on what basis.  Certainty and speed of 

execution are important for investors.  As a direct result of the trade-through rule, 

however, investors are limited in their choice of execution venue.  Often, attempting to 

purchase or sell stocks at advertised prices on the NYSE and AMEX results in potential 

delays of between 30 seconds and 2 minutes.  In that time, prices may move many times 

and the price at which the investor sought to trade may no longer be available. Therefore, 

the trade-through rule, which seeks to give the “best price” to each investor, can actually 

cause an investor to get an inferior execution.  

If the trade-through rule is abolished, investors would have unfettered choice of 

markets.  Competition among execution venues would lead to lower execution costs and 

superior service to the marketplace.  It is a universally accepted principle in the securities 

market and elsewhere that time equals risk.  Securities prices continuously change to 

reflect evolving market conditions, and prices change at a rapid price.  Consequently, 

each time an investor’s order is sent to a slow, manual market, the investor faces a greater 
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risk of prices moving prior to execution than the investor would face on a fast, electronic 

market.   

Citadel believes that eliminating the trade-through rule would be consistent with 

the SEC’s “best execution” requirement.  The SEC has long defined “best execution” as 

the duty to seek the most favorable terms available under the circumstances.3    This 

definition focuses on a number of diverse factors including not just price, but also speed, 

liquidity, certainty and other factors.  The evolution of the market towards an 

appreciation of the value of speed and certainty is clear.  Even non-institutional, retail 

investors are learning the importance of speed in cutting their true cost of execution.  This 

is demonstrated by the recent advertising campaigns of retail brokerage firms focusing on 

speed of execution to attract new customers. 

Abolition of the trade-through rule will benefit all investors because, by 

rewarding firm quotes, slow markets will be incented to improve and upgrade their 

trading systems and methods.  Manual and hybrid markets will have the flexibility to 

evolve toward the automation they see fit, but would no longer be afforded the unfair 

advantages that exist under the current trade-through rule.  Indeed, the mere discussion of 

trade-through reform has already encouraged existing manual markets, like the NYSE 

and AMEX, to begin planning enhancements to their trading capabilities.4  Citadel 

applauds this result and believes the elimination of the trade-through rule would only 

accelerate these improvements to the benefit of all investors. 

 

Comments on the SEC’s Proposed NMS Market Structure 

 

(1)  The Extension of the Trade-Through Rule to All NMS Stocks (And 

Discussion of Extension of Trade-Through Rule to Options Markets)

 

Citadel does not believe that a compelling case has been made for the extension of 

the trade-through rule to all NMS stocks.  Specifically, Citadel does not believe there is 

                                                 
3 Securities Exchange Act Release No. 49325 (Feb. 26, 2005), 69 Fed. Reg. 11126, 11128 (Mar. 9, 2004). 
4“Highway to Hybrid,” Security Industry News (May 3, 1003)(asserting that “by the end of the year, 
virtually all U.S. equity and options exchange will be electronic or hybrid to respond to competition and 
regulatory reforms”). 
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any discernable public policy justification for any application of the trade-through rule to 

electronic markets. In the marketplace for Nasdaq stocks, where there is not a trade-

through rule and quotes are generally immediately and electronically accessible, market 

quality is superior and trade-throughs are not an issue.   Market participants have no 

incentive to ignore a better priced quote that provides certainty through instant execution.   

While Citadel is opposed to any trade-through rule, the SEC’s proposal is 

significantly better than the status quo and would eliminate the fundamental flaw of 

having to wait for responses from manual markets for listed stocks.  The SEC has 

correctly recognized the “serious weakness” in the current trade-through rule – its failure 

to reflect the “disparate speed of response between manual and automated quotations.” 5 

The proposed intermarket sweep exemption addresses most of Citadel’s concerns about 

the SEC’s initial trade-through proposal and would ensure the efficient execution of large 

orders.    

Citadel’s main critique of the SEC’s proposal is that the definition of an 

automated trading center does not make explicit that an automated trading center must 

protect “away markets” that are also automated.6  Specifically, an automated trading 

center should be required to immediately and automatically route orders to other 

automated trading centers to protect the away markets’ quotes and limit orders or to step 

up to match the better away markets’ prices (unless an existing intermarket sweep order 

already protects away markets).  The SEC appears to have contemplated such a 

requirement in the proposal.  Citadel would like to see this requirement spelled out more 

explicitly. 

Citadel strongly supports the rule’s extension to the listed options markets. The 

fundamental philosophical and market structure issues are the same in the equities and 

options markets.  Like the listed equities markets, the quality and effectiveness of the 

options markets is impaired by a trade-through rule that lacks an exception for manual 

quotes.  Indeed, the problems caused by applying the trade-through rule to manual quotes 

                                                 
5 Securities Exchange Act Release No. 50870 (Dec. 16, 2004), 69 Fed. Reg. 77424, 77427 (Dec. 27, 2004) 
(“Reproposal”). 
6 An “away market” is a different market from the market in which an order was originally placed., and 
comes into play when insufficient shares are available to fill an order.  For example, if an order for 30,000 
shares is placed on the NYSE, but only 29,000 shares are available, the remaining 1000 shares are routed to 
an “away market.” 
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are more pronounced in the options markets.  Options are derivative in nature and thus 

must rapidly react to price changes in the underlying securities.  Moreover, there are no 

exceptions to the options market trade-through rule like there are in the equities markets. 

 

(2)  The Top-of-Book and Depth-of-Book Alternatives (In Relation to 

Market Sweep Exemption)

 

Citadel would support a top-of-book trade-through rule, provided the final rule 

contains the four key components previously mentioned: (1) an ability to bypass manual 

markets, (2) an intermarket sweep exemption, (3) a clear definition of automated markets, 

and (4) its extension to the options markets.   

The intermarket sweep exemption as defined by the SEC is crucial to the success 

of any trade-through rule and should be adopted without modification.  The SEC defines 

an intermarket sweep order as “a limit order that meets the following requirements: (1) 

the limit order is identified as an intermarket sweep order when routed to a trading center, 

and (2) simultaneously with the routing of the limit order, one or more additional limit 

orders are routed to execute against all better-priced protected quotations displayed by 

other trading centers up to their displayed size.”   

Citadel believes the SEC’s proposed market sweep exception will be beneficial to 

all investors. Market efficiency would be improved by avoiding unnecessary message 

traffic and indefinite message loops. Immediate execution would be facilitated where 

there is no risk of a trade-through. Market participants would be enabled under the 

exemption to simultaneously and immediately sweep through multiple price levels in 

multiple markets. 

Citadel believes that a depth-of-book rule would be difficult and costly for many 

market participants to implement, and might complicate surveillance and compliance 

with the rule.  In addition, the great complexity involved in implementing a depth-of-

book solution would no doubt create unintended consequences that we can not now 

foresee. 
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(3)  Consequences If Any of These Proposals Are Adopted  

 

For the reasons described above, Citadel believes the markets, and therefore all 

investors, would be better served by abolition of the trade-through rule rather than by 

incremental reforms such as those proposed by the SEC.  Nevertheless, Citadel believes 

that the SEC’s proposal, if adopted, would be an improvement over the model we have 

now.7  Under the SEC’s proposal, market participants would be free to route orders to 

manual markets; however, market participants would no longer be required to do so in 

the listed equity markets, as the current trade-through rule provides.  Citadel agrees that 

“investors are best served when the markets are free to compete and offer an array of 

execution options.”8  Accordingly, the SEC’s proposed modified trade-through system 

would help achieve the goal of free markets reflected by this important principle. In 

particular, Citadel commends the exclusion of manual quotations from protection in the 

SEC’s proposed revisions to the trade-through rule.  Tangible benefits in the listed equity 

markets likely to result from the proposed rule include: an increase in market 

transparency and liquidity; a decrease in effective spreads and execution costs; and a 

dramatic improvement in execution speed and certainty. 

 

  (4)  The SEC’s Empirical Justifications for the Proposal.

  

 The SEC has correctly recognized the “serious weakness” in the current trade-

through rule – its failure to reflect the “disparate speed of response between manual and 

automated quotations.”  As the SEC stated, “[b]y requiring order routers to wait for a 

response in the manual market, the ITS trade-through provisions can cause an order to 

miss both the best price of a manual quotation and slightly inferior prices at automated 

markets that would have been immediately accessible.”9  The proposed revised trade-

                                                 
 7 Securities Exchange Act Release No. 34-50870 (Dec. 16, 2004) “Regulation NMS would include new 
substantive rules that are designed to modernize and strengthen the design of the US equities markets.  
First, the ‘Trade-Through Rule’ would require trading centers to establish, maintain, and enforce written 
policies and procedures reasonably designed to prevent the execution of trades at prices inferior to 
protected quotations displayed by other trading centers, subject to an applicable exception.”). 
8 John A. Thain, CEO, New York Stock Exchange, Testimony Before Senate Banking Committee – 
Proposed Regulation NMS (July 21, 2004). 
9 Id. 
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through rule, by excluding manual quotations, would reduce the impact of this 

fundamental flaw in the current national market system and thus substantially improve 

the system. 

 A number of commenters have pointed out flaws in the SEC’s analysis in regard 

to the question of whether to extend the trade-through rule to the Nasdaq market.  In 

particular, these commenters believe that the SEC’s analysis overstated the actual number 

of trade-throughs in Nasdaq stocks, drew the wrong conclusion from the data regarding a 

supposed lack of liquidity in Nasdaq stocks, and failed to adequately capture the 

overwhelming superiority in execution quality of Nasdaq stocks. Based on our own 

experience trading large volumes of both Nasdaq and listed equity securities, we believe 

strongly that the execution quality of the Nasdaq marketplace is significantly better than 

that of the listed marketplace.       

 

Conclusion 

 

For the reasons stated, the SEC should abolish the existing trade-through rule 

altogether or immediately implement the changes to the trade-through rule proposed in 

Regulation NMS.  Either result will promote transparency, competition, highest quality 

prices, and speed of execution, and ensure that U.S. markets remain the strongest and 

most efficient markets in the world.  Thank you. 

 

 

 

 
 

 






































